2001 Market Monitor
Electric Restructuring

Division of Energy Resources
Commonwealth of Massachusetts
Office of Consumer Affairs and Business Regulation

In 1997 Massachusettsbecameoneofthe 0 Customers continued to save money
first statesin thenationto restructureits despite increases in Standard Offer
electricindustry. Thegoal wastouse and Default Service rates.
competitive market forcesto reduce prices
and provide customerswith choice of their
retail eectricity supplier. Theyear 2001
marked thefourth year of restructuring.
Whileprogresshasbeenmadeonseveral 0 Number of competitive customers

Massachusetts electric prices remain
competitvie with other New England
States.

fronts, issuesand challengesremain. For reached its highest level since
example, thelack of amarket-based price Restructuring started.

for Standard Offer rateshindered the

Several market initiativesneed to be improved, but summer outages
implemented to overcome market barriers highlight distribution issues.

and alleviate problemspreventingamore
competitive, robust retail market.
Inthisreport, the Division of Energy
Resources(DOER) outlinesthe highlights
A PUBLICATION OF and significant eventsof 2001.

THE MASSACHUSETTS
DivisioN oF ENERGY

RESOURCES
Fall 2003 ) )
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The Electric Restructuring Act (theAct) mandatesthat DOER monitor the changesin theelectricindustry eachyear. As
prescribed by the Legidature, DOER reportson electricity pricesand pricedisparities, competitive market devel opments,
and electric systemreliability (M.GL.c25A 887, 11D, 11E). Below arethemaor findingsfor calendar year 2001.

Customers Continued to Save Money through Restructuring Despite I ncreases in Standard Offer and
Default Service

Rates Rise

Oneof the primary goalsof theAct isto save customersmoney. Despiteincreasesin standard offer and default service
prices, themajority of consumersin Massachusettsstill saved money in 2001 compared to pre-restructuring prices
(adjusted for inflation). These savingsresulted from the continued application of the mandated rate reductionsfor standard
offer customers, and themigration of some

customersto the Compal tl ve marka for Table 1: Post-Restructuring Savings1998-2001
better pricesthan availablethrough their (millions of $)
ut|I|ty_. I\_Ievertheless,theﬁesavmgsdld not Mar-Dec 98 . 160 176
materiaizefor al consumer groups.
Notably, largeindustrial customers, who Jan-Dec 00 256 358 05 759

) )
aremost susceptibleto changesin Total Savings 678 7 231 1715
gme-atl on COStS b&au% of the | aoger Source: DOER, 1998-2000 Market Monitors, EIA, BLS

portion of thebill these costsrepresent,

suffered alossof savingsrelativeto pre-

restructuring prices (seeTable 1). Thereductioninsavingsfor 2001 was primarily dueto increasesin fuel costsduring the
year. Thiswasmanifested in two waysaffecting the energy portion of customer bills: 1) Standard Offer was
adminigtratively increased by fuel cost adjustments approved by the Department of Telecommunicationsand Energy (DTE),
and 2) beginning in December 2000, default service priceswere determined by amarket-based bidding process.

Sandard Offer Affected by Fuel Adjustments

While Standard Offer priceswerefixed by contracts of wholesal e suppliers, these contracts also provided the supplierswith
theability to recover extraordinary increasesinfuel costs. These contractsallowed the suppliersto receive compensation
for highfuel costswhen thecombined pricesof oil and gas pricesreached aspecified trigger point for the given calendar
year. Thetrigger point, which was $5.35 per MM Btu for both 2000 and 2001, wasreached in April of 2000. 1n 2001 the
trigger point was$6.09. The Standard Offer Service Fuel Adjustment (* SOSFA”)* allowsthe companiestoincrease
Standard Offer Ratesfor theseincreased fuel costs.

Table 2: Price per kWh for M. husetts Electric Companies, 2001 vs. 2000
(cents/kWh)

Becausethefuel adjustmentsare based on updated _-

twelve-month averages, high fuel pricesin past yearsare Nontucke Electric

reflectedin current Standard Offer prices. Regulatory ——-m-m_
delay inthecharging of customersfor fuel costincreases A E O B " -
resultsin adiscrepancy between market pricesand s — o
customer costs. Thishas caused consistent dissonance -:_—m
between standard offer pricesand thewholesaleelectricity  cambridge precric 102 B
costspaid by retail licensed competitivesuppliers —“m
(suppliers), makingit difficult for suppliersto enter theretall —“

market. Table2illustratestherateincreasesduring 2001.  Souee: FERC Form 1 Disvibution Companics, DOER

*Massachusetts Electric data for 2000 adjusted based on more recent data from the company

! This was implemented by a letter order issued by DTE on December 4, 2000.
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Default Service Rates Now Reflect Market-based Costs

Beginning in December of 2000, Default Servicerateswere decoupled from Standard Offer Serviceratesto alow
default service pricesto reflect market-based costs. Aspart of the decoupling, customers can choose between a
six-month fixed price option and amonthly variable price option. Additionaly, distribution companiessolicit default
service generation proposal swith separate bidsfor three customer groups. 1) residential, 2) commercial, and 3)
industrial. All residential and small C& | customerswereinitidly put onto fixed ratesand had the option to changeto
avariablerate. Very few of these customersswitched fromtheir original rates. Conversdly, all large C& | customers
wereinitialy put onto the variable rate and had the option to switch to thefixed rate. Few of these customers
decided to switchtothefixed rate. However, amgority of the C& | customersthat did switchtothefixed rate
optionwereamong thelargest usersof eectricity inthiscustomer class.

M assaCh Usetts EI eCt” Ci ty Prl ces Rernal n Figure 1: New England Electric Prices by State
Competitive with Other New England States 1996-2001
Despitethe aforementioned risein rates, Massachusetts ) Connecticut —*— Maine )
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The Massachusetts Retail Competitive Market 85 ‘ ‘ ‘ ‘ ‘ ‘
Showed Modest Pr ogress in 2001 1995 1996 1997 1998 1999 2000 2001
Changesin thewholesale market price and other factors Soureer FLA 20

madeit harder for competitive suppliersto continue offering products. Inthefirst sx monthsof 2001, Utility.com
and Essentia.com withdrew their product offeringsto theresidential market. Thisleft resdential and small business
customerswith no el ectricity choices.

Inthecommercia andindustrial market, customersleft competitive suppliersto return to thelower-priced default
sarvice® Default Servicerates established by six-month procurementswere more attractive than market offerings.
For Standard Offer customers, therewerefewer suppliersableto beat the Standard Offer prices.

Number of Competitive Supply Customers Reached its Highest Level Since Restructuring Began
Thetotal number of competitive supply customersreached itshighest level sincerestructuringin December 2001
(15,758). Thisnumber exceeded the previoushigh set in January 2000 (9,471). Thenumber of competitive supply
customersfluctuated throughout theyear: 5,584 in January, declining steadily to alow of 2,929 customersin July,
and thenincreasing dramatically to 15,758 in December. These customersconsumed 5 percent of total salesin
January, increasing to 14.33 percent by December.

Therewasasteady declinein the number of standard offer service customersduring 2001. At thesametime, the
number of default service customersgrew, and the number of competitive supply customersincreased. Thevast
maj ority of customers switching to competitive supply werelargecommercia and industrial customers.

2 The 2001 datain this figure and subsequent figures in this chapter were taken from preliminary data from the EIA. Hence, these data may be
updated at alater date and may be different from the data collected and analyzed by DOER.

8 When a customer |eaves standard offer service to enroll in a product offered by a competitive supplier they cannot return to standard offer
service.
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Table 3 shows statewidetotal s of the number and

percentage of customerson standard offer, default service Table 3: Distribution Company Customers (kKWh & percentage)
'

and competitive supply for distribution companies. Table3 Total Total Total Total

Customer Class

a| 0 dl Spl aysthe d a:tn Ci ty Sd es Of the sectors (l n kW Customers kWh Sales Customers kWh Sales

h d Ei 5 hi Standard Offer | LS00 | 3202494680 [ 1806163 | 2,469,200675
oursand percentage). Figure2 presentsagraphic ( ) (65.15%) (67.90%) ( )

representation of thedectricity salesfor largecommercial ; 642,677 879913415 687767  647.989.475
0 Yy 9 Default Service 57 cgor)  (19.41%)  (28.65%)  (18.10%)

customersinthe state. Competitive 5,584 218,704,811 15,758 521,257,228
Supply (.081%) (14.44%) (3.45%) (21.14%)
, . 2215830  4.301.112.915 2.509.688  3.638.453.638
Default Service Customersand Consumption Grew Total (100%) (100%) (100%) (100%)

Substantiall y Source: DOER 2001 Customer Migration Numbers
On October 23, 2001, the Cape Light Compact (“the
Compact”) received approval fromthe DTE to provide
el ectric power supply to approximately 42,000 default

Figure 2: Migration for Large C&I Customers in 2001

sarvicecusomerswithin itStVVG']ty-OHE member 80% =4=Standard Offer =" Default Service =®=Competitive Supply
communities, through its Default Service Pilot Project R B
(hereinafter “thePilot”).# Although mediumandlarge 80% ———

50%
commercia andindudtria default servicecustomershad, 490,

and continueto have, opportunitiesfor competitive 30%

sarvice, therewerefew, if any, opportunitiesavailablefor 2% @d
small businessand residential default service customers. 0, .
TheCompactSoughttoovercomethishurdleby Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
aggregating theload of default service customersinits Source: DOER 2001 Customer Migration Numbers

member communities, thusmaking competitiveservice

more gppealing to suppliersand providing some

memberswith el ectric choiceand savings.

Large C&| Market Sill Outpaces Small C&I and Residential

In 2001 thelarge C& | customer migration databest illustratesthe* boom and bust” nature of the M assachusetts market.
Thismigration highlightsthe difference between theregul ated servicesand thewhol esal e costs paid by competitive suppliers.
During theyear, theamount of electricity bought by large C& I customersfrom competitive supplierswent from 3.3%in
January to 1.3%in July (whenfuel costspaid by supplierswererising but the regulated service pricespaid by customers
remained low) and then increased to 16.7% in December (when the SOSFA resulted inincreased standard offer prices,
default service procurementsreflected an overly pessmistic outlook of costs, yet actual fuel costswere unexpectedly

dropping).

Thesmall commercia and residentia customers market showed the same pattern, but much |ess penetration by competitive
suppliers. During the year, the amount of eectricity bought by small C& I customersfrom competitive supplierswent from
0.6% in January to 0.4% in July and thenincreased to 3.4% in December

Theresidentia market madeless progresswith migration to competitive service. During theyear, theamount of electricity

bought by residential customersfrom competitive supplierswent from 0.2%in January to 0.1%in July and thenincreased
back to 0.2% in December. That theresidential non-low-income market for competitively supplied e ectricity remained at
lessthan 1% isunsatisfactory asan outcome of restructuring.

4 D.T.E. Order 01-63 approves the non-price terms of the Compact’s proposal; and the contract terms with a competitive supplier.
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Thedow growth in competitive marketsfor mass markets(residential and small business customers) was causefor
attention from House Speaker Thomas Finneran and Representative Daniel Bosey. On October 11, 2001,
Speaker Finneran and Representative Bod ey held thefirst of what would become aseriesof “ cracker barrels’
inviting input from numerous stakehol dersto review thelevel of progress achieved sincethe passage of the Restruc-
turing Act and to consider possiblereforms.

Price Disparity Remained Generally Unchanged from 2000

In 2001, averageelectricity retail pricesincreased more than inflation dueto acombination of factors. These
increaseswere primarily dueto increasesin the generation rates. Aspreviousy mentioned, standard offer rates
rose dueto both aregul ated step increase and theimplementation of fuel surcharges. Default servicerates,
decoupled from standard offer rates at the end of 2000, were allowed to be market based. Market conditions
dictated higher default serviceratesin 2001. Neither thefuel surchargeincreases, nor thedefault serviceincreases
were covered by therate reduction mandated by the 1997 Restructuring Act.

Price Disparity by Customer Group Decreased Among Local Distribution Companies
Table4 breaksdown pricedatafor the

Loca Distribution Compa‘“ es(L DCS) Table 4: 2001 and 2000 Pri(ce ].;e/\;{epl; ’:’)or Distribution Companies

- cents,
according to customer group. Generally,  —_——— T T
Iarger cusomerssuffered Iarger percentage 2001 2000 Change 2001 2000  Change 2001 2000  Change

increasesin pricelevels, primarily dueto m-mnmn

. . . Cambridge Electric 55 69.9%
generation costsrepresenting ahigher .
ortionof their bill< mmmmm-
’ E;Zz‘t‘r':'c"gc““& 193% 144 119 2011% 122 92 329%

A comparison of 2001 with 2000 shows _mmm-m- 1%

that overall pricedisparity actually fell from o —
3.8 centsto 2.7 cents.® Only residential -nn-.n-
customersfestured increasesin price e FERC Fom 1

disparity anong L DCs, but theselevel still

remainedlow relativeto overall pricelevels
for thiscustomer group.

Municipal Rates Remain Lower than Distribution Company Rates

Asdiscussedin previousMarket Monitors’, municipd utilitieshavetraditionaly had lower pricesfor residential
customersrelativeto Investor Owned Utilities (IOUs), whichisnot surprising given theinfluence of thiscustomer
group onloca municipal utility operations. For 2001, however; this price advantage was observed for all customer
groups. Possibleexplanationsfor thisadvantageinclude use of long-term contracts by municipalsand lack of or use
of adifferent fuel pricemechanism. Nevertheless, thedatastill show theimpactsof fuel priceincreaseson municipal
electricity prices.

® Western Massachusetts Electric Company is a notable exception due to differences in their contracting of standard offer service, notably the
lack of afuel surcharge.

6 Applying the F-Test to the unweighted 2000 and 2001 data yielded the following probabilities that price disparity did not change: 93% for
Residential, 46% for Commercial, and 84% for Industrial. Thus, it appears that price disparity did change (decreased) at a statistically
significant level for commercial customers.

” DOER Market Monitors, 1998-2000.
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Overall Reliability of Electric System Improved, But Summer Outages Highlighted Distribution 1ssues
Maintaining thed ectric system rdliability andimproving the el ectric distribution performance are underlying goal sof the
RestructuringAct. 102001, the el ectric industry and state government continued to monitor, protect and enhance electric
reliability. Below isadescription of the capacity and demand of thewholesale market and some devel opmentsthat are
anticipated to have an impact on the frequency of outages experienced by customers.

Recent New Generation Availability Helps Maintain Electric System Reliability.

During the summer 2001, New England experienced repeated record-breaking demand for electric power. Thiswasdueto
severeand prolonged heat and humidity in combination with violent and prolonged thunderstorms. The highest peak |oad of
24,967 MWswas established on August 9. Thisload was approximately 2,500 MW higher than the previousrecord and
exceeded theforecasted summer 2001 peak |oad by nearly 2,000 MW, or almost 10 percent.

With the record demand, the Independent System Operator of New England (1SO-NE), which operatestheregion’s
electricity grid, activated Operating Procedure No. 4 (OP 4) measures six times. Thiswasthe same number of timesasin
the previousyear and down from 11 timesduring 1999. OP4 consistsof aseriesof stepsdesigned to increase supply and
reduce demand, among them, public appealsby state officia sfor citizensto reduceeectricity use.

In addition to OP4, two other factorshel ped New England meet the peak loads during August. First, about 3,500 MWsin
additiona generation had come on-line between May 1999 and summer 20018. Thisgeneration enhanced reserve margins.
Also, during theAugust heatwave, there were only about 1700 MWSs of generation out dueto forced outages and reduc-
tions. Proposed generator additionsand few expected unit retirementswill provide even greater capacity marginsin New

England.

Despitetheoveral successof theelectricity gridin meeting demand, the conditions noted above strenuoudly tested local

el ectric distribution systemsinwaysnot seeninrecent decades. Asaresult, Massachusettsresidentsin numerouscitiesand
townsexperienced power outages. The DTE and | SO-NE investigated the causes of these outagesand ordered severa
stepsto betakento try and prevent future outages.

Prior to theAugust outages, in June 2001, the DTE issued Final Service Quality Guidelines establishing performance bench-
marksfor customer serviceand billing, customer satisfaction, staffing levels, rdliability and safety, and requiring ongoing data
collection and assessments by the companies. TheFina Guidelinesalso established thelevel and quality of datanecessary
to allow each company to cal cul ateits pecific benchmarksfor service quality, along with revenue pendties. WhiletheDTE
had directed specific service quality plansfor some companieswithin the context of mergers, the June 2001 Order imposed
thefollowing: (1) onal companieswithout an existing service quality plan, therequirement to file aproposed plan aspart of
any petitionfor agenera rateincrease and (2) on al companieswith existing service quaity plans, therequirement tofilea
new service quality plan comporting with the Final Guidelines, by October 27, 2001.

On September 14, 2001, the 1 SO-NE rel eased areport on the system operations and market performance during summer
peaksin 2001.° Thereport concluded that generation resources performed asrequired through that summer peak, how-
ever, thetransmission systemwas pushed to thelimit. Specificaly, | SO-NE found that several hundred MWsof critically
needed capacity in northern New England and eastern Canadian Provinceswerelocked in by transmission constraintsin
northern New England.

8 May 1999 was when the new competitive wholesale market rules began. The source of information for the added generation capacity (3500
MWs) was | SO-NE.
9 “1SO-NE Report Phase | on System Operations and Market Performance for the Summer Peak Periods of 2001,” ISO-NE. Sept., 2001.

@ Fall 2003



DOER report

ISO-NE intendstoillustrate the urgency of moving ahead with critically needed transmission, generation, and
demand-side management alternativesin New England.

Renewable Energy Devel opment Moved Forward

Another god of theAct wasto encourage the devel opment of renewabl e energy through several mechanisms. In
2001, DOER beganthepublic review processfor the Renewable Portfolio Standard (RPS), holding public hearings
in Springfield and Boston during October. The agency continued to receivewritten commentsinto November and
began itsresponseto public commentsin December. The Restructuring Act directs DOER to establishaRPSfor
all retail dectricity supplierssalling electricity to end-use consumersin Massachusetts. Beginningin 2003, each
supplier must obtain at |east one percent of itssupply from qualified new renewable generation units. Each year
thereafter, the standard increases by one-half percent (0.5%) through 2009 when it reachesfour percent of each
supplier’ssalesinthat year. After 2009, the standard may increase by one percent per year until DOER modifiesor
suspendstherequirement.

Concluson

2001 marked another year in the development of the competitiveelectricity market. For thefirst time,
standard offer and default service priceswere allowed to adjust for increasesin fued pricesand other market forces.
Asaresult, pricesincreased significantly and savingsto customerswerereduced. Nevertheless, customers
continued to enjoy savingsreativeto the pricesthey paid prior to restructuring. Asdefault serviceand standard
offer prices continueto reflect market behavior, we antici pate that the number of competitive offeringsto customers
will continuetoincrease. Indeed, the number of competitive supply customersreached itshighest level sincethe
beginning of restructuring. Unfortunately, the mass market continuesto seelimited opportunities, unlikelarger
commercia andindustrial customers. DOER will continueto track the development of the massmarket and the
pricespaid by al customers

M assachusetts and New England continued to enjoy reliablewholesale el ectricity power. Despiterecord-
breaking demand for e ectric power inthe Summer of 2001, theregional el ectric grid maintained needed reliability
levels. Turningtothedistributionor retail reliability sde, the DTE findized their service-quality guidelinesin order to
monitor distribution systemreliability. DOERwill includean analysisof distribution-systemreliability infuture
reports.
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http://www.mass.gov/doer
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